METHOD OF PROVIDING INDEXED CERTIFICATES OF DEPOSIT 
Background of the Invention 

1. Field of the Art 

The present invention relates to a system and method that allows community 
banks to offer indexed certificates of deposit (ICDs), and more specifically, a system and 
method to allow several community banks to offer their customers indexed certificates of 
deposit (ICDs) which have the benefits of an upside return opportunity, no downside risk 
if held to maturity, and FDIC insurance, all at a fixed, upfront cost to the bank. 

2. Background of the Art 

Index-linked deposits and investment products have been around since the mid- 
1980's. There has been significant growth in index-linked financial products in recent 
years through the introduction of equity index annuities offered by insurance companies, 
index-linked mutual funds offered by investment companies, and ICDs offered by large 
regional banks. Community banks, however, have been precluded from entering the 
index-linked deposit market because of the large cost of self-insuring or hedging the risk 
associated with index-linked deposits combined with a relatively small investment base. 
This is a significant loss of revenue for community banks, considering that equity- 
indexed annuity sales in 2002 grossed over $1 1.7 billion dollars. Community banks are 
continually losing both deposits and customers to other investment entities and products. 

The present invention involves offerings of Indexed Certificates of Deposit 
(ICDs) which are certificates of deposit issued by a community bank where interest is 
determined based on a percentage of the performance of a market index, such as a stock 
index, over a period of time. The investor receives the benefit of upside return 
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opportunity, no downside risk if held to maturity through a principal protection feature, 
and since this is a bank deposit, Federal Deposit Insurance Corporation (FDIC) Insurance 
for qualified retirement plans, college savings accounts, individual, and commercial 
accounts. Since the individual banks issue the ICDs, the system provides for private 
5 labeling of the ICDs with the bank's name, and multiple methods of distribution within 
the bank. 

The present invention alleviates the problem that has existed whereby community 
banks have been unable to compete with insurance companies and large regional banks in 
the indexed-linked financial product market. The present invention provides a system 

10 and method by which smaller community banks can tap into the growing market for 

index-linked deposits and can lock-in a fixed cost for each ICD issue prior to the issuance 
of the ICDs. By knowing the cost of the ICDs upfront, the bank does not have the risk of 
being obligated to pay out a large amount of money upon maturity of the ICDs in the 
event the stock market increases dramatically. This system enters and assigns the bank 

15 an over-the-counter call option, provided by an outside hedge provider, to protect against 
substantial increases in the linked index. The hedge provider effectively assumes the risk 
of paying the bank the designated performance of the stock index to each ICD customer 
at a fixed price to the bank. 

This system also allows community banks the opportunity to lure back customers 

20 and deposits they have lost to the larger regional banks, insurance companies, and 

investment companies due to the inability of the community banks heretofore to offer 
index linked funds. The ICDs provide participating banks with a source of deposits for a 
fixed number of years that they would not otherwise have from fixed-rate CDs or other 
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investment offerings. This method also provides investors with a middle-ground 
investment that has the capacity to grow with the market, but does not have the risk that 
is normally involved in market linked investments. 

The ICDs may be distributed by a variety of methods. They may be sold directly 
5 by New Accounts employees of the participating bank, they may be sold by affiliated 
registered representatives of the bank and compensated accordingly, or they may be sold 
by a third-party for the benefit of the bank. Further, the ICDs may be adapted to carry the 
name of the participating bank, in effect "private labeling" of the ICDs to strengthen the 
association of ICD products between the participating bank and its customers. 

10 Summary of the Invention 

The problems of the prior art are solved by the system or method of the present 
invention, which comprises four key players: an escrow agent, a number of banking 
institutions, one or more hedge providers, and a service provider. The service provider 
begins by securing an International Swap Dealer's Agreement (ISDA) from one or more 

15 hedge providers. This option agreement establishes that, for a fixed price (the option 
premium) on the issue date, the hedge provider agrees to pay a certain percentage of any 
increase in the selected market index to the banks upon maturity of the to-be-issued 
ICDs. This percentage, called the participation rate, is quoted to the customers at sale of 
the ICD. In the preferred embodiment of the invention, the ending price of the index is 

20 determined by averaging the value of the index at fixed points during the issue period. 

For each ICD issuance, the bank institutions sell a fixed number of ICDs to their 
customers during a set period of time called the offering period. At the end of the 
offering period, on the issue date of the ICDs, the bank institutions forward a portion of 
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the deposits received from sale of the ICDs to the escrow agent for premiums. The 
escrow agent, in turn, aggregates the bank payments, and sends the servicing fee to the 
service provider and the option premium to the hedge provider. 

Upon maturity, the hedge provider forwards the participation rate of return of any 
5 increase in the selected market index to the escrow agent. The escrow agent forwards 
these funds on to each of the participating bank institutions according to its level of 
subscriptions. The bank institution then pays the customer the initial deposit of the ICD, 
along with the corresponding share of any interest it has received from the escrow agent. 
These and other objects of the present invention will become apparent to one 
10 skilled in the art upon reference to the following specification, drawings, and claims. 

Brief Description of the Drawings 
Figure 1 is an overall schematic view of the flow of money between the key 
players during an ICD issue period. 

Figure 2 is an overall schematic view of the flow of money between the key 
1 5 players during the ICD issue period of Example 1 . 

Detailed Description of the Invention 
Index-linked deposits and investment products provide investors with an 
investment vehicle which has a return rate that is determined by the change in a market 
index over the period of time between a starting date, typically the issuance date of the 
20 products, and the maturity date of the product. For example, a Dow Jones Index-linked 
certificate of deposit pays return that is determined by the change in the Dow Jones 
Average between the issue date and the maturity date. Of course, most of the products 
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return less than the actual increase in the index so as to provide a fund out of which the 
seller of the products receives a fee for the service of providing the products to the public. 

Another type of product is also known wherein the seller will agree to return the 
entire principal to the investor even if there is a decline in the index over the period from 
5 issuance to maturity. The seller financial institution then charges a relatively higher fee 
to cover not only the cost of offering the product but also to cover the risk associated with 
a larger than anticipated increase in the index. This fee is usually recovered by a 
reduction in the portion or percentage of the increase in the index that is paid to the 
investors after the maturity date. 

10 Virtually any market index can be used as a basis for determining the appreciation 

or interest (more accurately, the return rate since not all products guarantee a positive 
return rate) that is paid on the principal invested by the investor. There is also available 
to the investor in appropriate circumstances the protection offered by Federal Deposit 
Insurance Corporation. It will be appreciated that products which proved a guaranteed 

15 return of the principal and the possibility of a high participation rate in any increase in the 
market index will be popular at times where there have been recent decreases in the 
equity markets. 

As used in this specification, the term "interest" is used to include the amount of 
money paid on an ICD at maturity that is in addition to the amount of principal. The term 
20 "market index" includes any index that is reliably by financial markets over at least the 
period between issuance and maturity of the ICDs under consideration. A "community 
bank" includes state, national, or federally chartered banks, savings and loan banks, credit 
unions, and the like that have generally less than two billion dollars in deposits. 
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The ICDs are issued on a predetermined day called the issue date. Referring to 
Fig. 1, the service provider 14 recruits a number of bank institutions 1 1 to participate in 
an issuance of ICDs. Prior to the issue date, the service provider 14 contacts one or more 
hedge providers 13 to negotiate the cost of a non-speculative call option to pay market 
5 interest upon based on the designated performance of a particular stock interest. This 
option premium 22 is dependent on, inter alia, the participation rate 24, which is the 
percentage of the stock option increase received by the customer. The higher the 
participation rate, the higher the option premium 22. 

An ISDA Master Agreement, or other suitable agreement, is established between 

10 the service provider and the hedge providers to govern the option transaction. The option 
agreement lays out the means by which, for a fixed option premium on the issue date paid 
by the bank institutions 1 1 , the hedge provider 1 3 agrees to pay a certain percentage of 
the increase, if any, in a particular market option on the maturity date of the ICDs. The 
service provider 14 also establishes an arrangement with an escrow agent 12, which acts 

15 as an independent third party to facilitate transactions between the bank institutions 1 1 
and the hedge provider 13. 

During the offering period, the participating bank institutions sell ICDs to 
customers 10 in incremental amounts. On the issue date, the bank institutions 1 1 forward 
a portion of the deposits from the sale to the escrow agent 12. A portion of the forwarded 

20 deposits goes to the service provider 14 as a service fee 21. The escrow agent 12 
aggregates the other portion of the deposits from all the participating banks 1 1 and 
forwards this to the hedge provider 13 as the premium cost of the option 22. 
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In the preferred embodiment, the portion of deposits 25 that remains at the bank 
institution 1 1 is the present value of the total ICD purchase price at maturity, evaluated at 
the US currency swap rate. This ensures that even if the bank institution 1 1 does not 
otherwise invest the money it retains, it will preserve the initial value of the ICDs over 
5 the period of time until maturity. Thus, the participation rate 24 can be modified in 

relation to the option premium 22 and service fee 21 to assure cost of funds is equivalent 
or better than other wholesale borrowing sources. 

In the case of the market index being the stock index, the interest rate 26 of the 
ICD returned to the customer 10 is the stock index percentage increase 23 multiplied by 

10 the participation rate 24 multiplied by the initial deposit of the ICD 20. The stock index 
percentage increase is calculated by taking the final stock index minus the initial stock 
index. That number is then divided by the initial stock index. The preferred embodiment 
of the invention calculates the final stock index as an average of the stock index at twelve 
three-month periods prior to the maturity date of the ICDs. 

15 Upon maturity of the ICDs, the hedge provider 13 pays to the escrow agent 12 the 

index increase 23, if any, at the appropriate participation rate 24. The escrow agent 12 
then distributes this interest, if any, to the bank institutions 11. The bank institution then 
distributes the ICD Deposit 20 plus any interest 26 to the customers 10. 

If the increase in the stock index is negative, or zero, the hedge provider 13 does 

20 not pay any money to the escrow agent 12, and the bank institution 1 1 simply returns the 
initial deposit of the ICD 20 to the customer 10. 

EXAMPLE I 
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Referring to Figure 2, this example is based on a 5-year $1,000,000 ICD offer, the 
minimum investment by any customer being $1,000 and the ICDs being sold in 
increments of $1,000. The service provider 14 gets a quote from the hedge provider 13 
for these ICDs based on the stock index value of a particular stock index at a 100% 
5 participation rate, as shown in Table 1 . 
[Insert Table 1] 

This quote is $198,600 on a $1,000,000 ICD offering. The service provider 14 charges 
the bank institutions 11a 2.00% service fee, or $20,000. Based on a 30-day moving 
average of the United States Currency 5-year swap rate, the service provider 14 

10 determines that the present value of $1,000,000 in 5 years the maturity date of the ICDs is 
$821,137. Therefore, the bank institutions can offer their customers ICDs with an 80% 
participation rate in order to preserve enough of the deposit in the bank, and afford to pay 
the option premium of $158,863 as well as the service fee of $20,000. 

The bank institution 11, during the offering period, sells $1,000,000 worth of 

15 ICDs or 1,000 ICDs worth $1,000 each to its customers 10. On the issue date of the 
ICDs, the bank institution 1 1 wires $178,863 to the escrow agent 12. The escrow agent 
12, in turn, wires the $158,863 option premium 22 to the hedge provider 13, and $20,000 
servicing fee 21 to the service provider 14. 

During the 36 months prior to the maturity date, the closing stock index is taken at 

20 3 -month intervals and averaged to find the final index value. The index increase 23 is 
calculated by taking the final index minus the initial index and dividing that number by 
the initial index. The index increase is then multiplied by the 80% participation rate and 
the initial deposit of the ICDs, $1,000,000, to get the total amount of interest paid on the 
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ICDs. Assuming this index increase is equal to 0.01 or 1%, the total amount of interest 
26 paid by the hedge provider 13 is $80,000. The escrow agent 12 collects the $80,000 
from the service provider, and distributes the appropriate amount of interest to each bank 
institution 1 1. The bank institution 1 1 then returns the $80,000 of interest 26, along with 
5 the original ICD deposit of $ 1 ,000,000 26 to the customer 1 0 for a total of $ 1 ,080,000. 
Although the invention has been described with respect to a preferred 
embodiment thereof, it is to be also understood that it is not to be so limited since 
changes and modifications can be made therein which are within the full intended scope 
of this invention as defined by the appended claims. 
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